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Since China embarked on its program to liberalise
and open its economy to foreign investment in the
late 1970s, investors from around the world have
been increasingly eager to dive into this sea of
opportunities. This interest was further boosted in
late 2001, when China’s accession to the World
Trade Organization ushered in a new era in
international trade, resulting in a surge in foreign
direct investments (FDI) into China. Trade between
China and countries such as the U.S. and Canada
has also doubled for over the past five years.

In the early days of China’s liberalisation, when the
barriers to entry were still high, investments into
China were confined largely to joint ventures with
Chinese state-owned enterprises, when Wholly
Foreign Owned Enterprises (WFOE) were still
relatively unseen, but even then, the country’s FDI
grew steadily.

Today, WFOEs can be set up significantly easier in
China with far fewer restrictions, and changes are
continuously being made to lower barriers to entry.
China’s amended Company Law, which came into
effect on January 1, 2006, introduced a series of
further relaxed capital requirements for domestic
companies. The amendments have made setting up
in China more accessible to companies of a smaller
scale such as SMEs. Although also incorporated in
the amended law was the concept of “piercing the
corporate veil” in respect of corporate governance, it
has little impact on foreign investment decisions.

China’s increasingly influential role in the
international business arena is undeniable. Its low-
cost of manufacturing has led to a phenomenon that
has made “Asian price” the competitive standard in
global product markets. Moreover, impressive
industrial growth and prosperity has fuelled demand
for an array of consumer products among the
country’s growing middle class of its 1.3 billion-
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person market. The lure of the domestic Chinese
market, and the temptation of lower cost-bases for
manufacturers looking to re-export Chinese-made
products, is continuing to attract staggering interest
and foreign investment from all corners of the world.

Where are the challenges?

Foreign companies that rush themselves onto the
China boat often make two common mistakes —
firstly, going in without a carefully pre-planned
entry strategy for risk mitigation. and Secondly, no
exit strategy in case things go astray or for ending a
project. Often neglected is the critical role that Hong
Kong has to play as the gateway to China, instead of
investing directly in Mainland ventures. While there
may be some short-term savings in going direct, the
implications are many. These include exposure to
potential risk, getting caught in China’s tight
monetary controls, entrapment in complicated
application and corporate compliance procedures as
well as trying to keep up to pace with the forever
changing laws, or simply getting your money and
profits back out of China.

The principle of “piercing the corporate veil,” which
allows the law to look beyond the company
structure as introduced through the amended
company law, adds another item to the risk
portfolio. Although this may be a familiar common
law concept, it may potentially be threatening to the
parent company if not structured correctly to
protect foreign assets.

Large and small companies face similar risks,
although the situation may be more manageable for
large multinational corporations that have greater
financing capabilities and a larger tolerance for risk.
This unfortunately is not the case for SMEs. Any
wrong move may mean a very expensive and time-
consuming fix.

Nevertheless, regardless of whether an investor is a
large multinational corporation or an entrepreneurial
SME, the question remains, why take the unnecessary
burden of risk, when it can be mitigated?

Use a “Firewall” when investing in China

Elizabeth L. Thomson, President of ICS Trust (Asia)
Limited in Hong Kong, who has been assisting
clients with their corporate structuring
requirements in China since the late 1970s, advises
her clients “to incorporate a Hong Kong limited
liability company to act as the firewall between their
mother company and the China operation. Have
everything set up in Hong Kong, including the
banking facilities, and then establish the WFOE,
joint venture or representative office in China to
comply with Chinese legal requirements.”

A Hong Kong company has three key functions as a
firewall: firstly it creates an extra layer between the
investor’s parent company and the China operation,
thus allowing it to enjoy extra protection within
Hong Kong’s world-class legal system. The Hong
Kong company acts to limit the liability for the
investor to what is invested in the Asian operation,
therefore protecting the assets of the parent company.
Should litigation arise, it should start and hopefully
stop in Hong Kong without having to extend the
liability to the jurisdiction of the parent company.

Secondly, by structuring through Hong Kong, the
investor has the flexibility to operate in Hong Kong’s
highly reputable international finance and
commerce centre, helping to avoid China’s tight
monetary controls and evolving banking processes.

Finally, Hong Kong has a territorial source principle
of taxation, which means only profits that have a
source in Hong Kong are taxable here, and profits
that are deemed to have an offshore source are not
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taxed. Put simply, if the decision to buy and sell is
made outside of Hong Kong, even though the
transactions may flow through a Hong Kong
structure, the profits are deemed to be from an
offshore source and thus not taxable in Hong Kong.
Profits of a Hong Kong source are taxed in Hong
Kong at a rate of 17.5%, whereas the corporate rate of

tax in China is 33%, offering significant tax savings.

The Gateway to China

Traditionally, British Virgin Islands companies were
commonly used in China entry business strategies,
making it the second largest investor in China.
However, in recent years, concerns about “round-
tripping” (use of offshore companies by Mainland
residents to avoid Chinese taxes and capital
controls) have led to greater scrutiny of foreign
investment applications where the applicant is
domiciled in a traditional “tax haven” jurisdiction.
Anecdotal evidence has circulated of cases where the
Chinese authorities have required that all copies of
corporate documents from a BVI company be duly
notarized at the Chinese embassy in the United
Kingdom, an expensive and time-consuming
endeavour for most applicants.

Hong Kong applicants have no such problems.
Hong Kong businesses were among the first to take
advantage of business opportunities on the Mainland,
and remain the single largest investors in every
province and region of China, accounting for just
over 50% of China’s total foreign investment stock
of US5$156 billion. According to the Hong Kong
Government, Hong Kong companies own well in

excess of 60,000 production facilities in the Pearl
River Delta alone, employing upwards of 10 million
workers, creating a strong reputation as the leading
commercial centre for business in China.

Subsequent to this close connection, Hong Kong’s
corporate documentation is familiar to officials in
most Mainland investment regions, while Hong
Kong professionals are equipped with a wealth of
experience in handling the requirements and
procedures of the Mainland government. As a result,
authenticity is more easily verified and application-
processing times are substantially lower.

Conclusion

Hong Kong’s mix of offshore tax advantages,
transparent legal infrastructure and mature
commercial business environment make it ideal as a
“firewall” for doing business in China. A company
structuring its China business through Hong Kong
can often operate essentially tax-free, while at the
same time enjoying strong legal protection,
convenient sale or transfer of assets, and access to
one of the world’s most dynamic financial centres.
For most investment projects on the Mainland, the
best structuring solution is actually the simplest
one: set up a Hong Kong company to hold and
provide administrative support to operations on the
Mainland. ¥&

Kishore K. Sakhrani is Director, ICS Trust (Asia) Limited,
a Hong Kong-based company that has been a
gateway to China and Asia for businesses from around
the world for 25 years.
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